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(5) If pension or annuity payments or
other benefits are paid or made avail-
able to the beneficiary of a deceased
employee or a deceased retired em-
ployee by a trust described in section
401(a) which is exempt under section
501(a), such amounts are taxable in ac-
cordance with the rules of section
402(a) and this section. In case such
amounts are taxable under section 72,
the “investment in the contract’ shall
be determined by reference to the
amount contributed by the employee
and by applying the applicable rules of
sections 72 and 101(b)(2)(D). In case the
amounts paid to, or includible in the
gross income of, the beneficiaries of
the deceased employee or deceased re-
tired employee constitute a distribu-
tion to which subparagraph (6) of this
paragraph is applicable, the extent to
which the distribution is taxable is de-
termined by reference to the contribu-
tions of the employee, by reference to
any prior distributions which were ex-
cludable from gross income as a return
of employee contributions, and by ap-
plying the applicable rules of sections
72 and 101(b).

(6)(1) If the total distributions pay-
able with respect to any employee
under a trust described in section 401(a)
which in the year of distribution is ex-
empt under section 501(a) are paid to,
or includible in the gross income of,
the distributee within one taxable year
of the distributee on account of the
employee’s death or other separation
from the service, or death after such
separation from service, the amount of
such distribution, to the extent it ex-
ceeds the net amount contributed by
the employee, shall be considered a
gain from the sale or exchange of a
capital asset held for more than six
months. The total distributions pay-
able are includible in the gross income
of the distributee within one taxable
year if they are made available to such
distributee and the distributee fails to
make a timely election under section
72(h) to receive an annuity in lieu of
such total distributions. The ‘‘net
amount contributed by the employee’’
is the amount actually contributed by
the employee plus any amounts consid-
ered to be contributed by the employee
under the rules of section 72(f), 101(b),
and subparagraph (3) of this paragraph,
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reduced by any amounts theretofore
distributed to him which were exclud-
able from gross income as a return of
employee contributions. See, however,
paragraph (b) of this section for rules
relating to the exclusion of amounts
representing net unrealized apprecia-
tion in the value of securities of the
employer corporation. In addition, all
or part of the amount otherwise includ-
ible in gross income under this para-
graph by a non-resident alien indi-
vidual in respect of a distribution by
the United States under a qualified
pension plan may be excludable from
gross income under section 402(a)(4).
For rules relating to such exclusion,
see paragraph (c) of this section. For
additional rules relating to the treat-
ment of total distributions described in
this subdivision in the case of a non-
resident alien individual, see sections
871 and 1441 and the regulations there-
under.

(ii) The term ‘‘total distributions
payable’” means the balance to the
credit of an employee which becomes
payable to a distributee on account of
the employee’s death or other separa-
tion from the service or on account of
his death after separation from the
service. Thus, distributions made be-
fore a total distribution (for example,
annuity payments received by the em-
ployee after retirement), will not de-
feat application of the capital gains
treatment with respect to the total dis-
tributions received by a beneficiary
upon the death of the employee after
retirement. However, a distribution on
separation from service will not re-
ceive capital gains treatment unless it
constitutes the total amount in the
employee’s account at the time of his
separation from service. If the total
amount in the employee’s account at
the time of his death or other separa-
tion from the service or death after
separation from the service is paid or
includible in the gross income of the
distributee within one taxable year of
the distributee, such amount is enti-
tled to the capital gains treatment not-
withstanding that in a later taxable
year an additional amount, attrib-
utable to the last year of service, is
credited to the account of the em-
ployee and distributed.
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(iii) If an employee retires and com-
mences to receive an annuity but sub-
sequently, in some succeeding taxable
year, is paid a lump sum in settlement
of all future annuity payments, the
capital gains treatment does not apply
to such lump sum settlement paid dur-
ing the lifetime of the employee since
it is not a payment on account of sepa-
ration from the service, or death after
separation, but is on account of the
settlement of future annuity pay-
ments.

(iv) If the ‘“‘total distributions pay-
able’ are paid or includible in the gross
income of several distributees within
one taxable year on account of the em-
ployee’s death or other separation from
the service or on account of his death
after separation from the service, the
capital gains treatment is applicable.
The total distributions payable are
paid within one taxable year of the
distributees when, for example, a por-
tion of such total is distributed in cash
to one distributee and the balance is
used to purchase an annuity contract
which is distributed to the other dis-
tributee. However, if the share of any
distributee is not paid or includible in
his gross income within the same tax-
able year in which the shares of the
other distributees are paid or includ-
ible in their gross income, none of the
distributees is entitled to the capital
gains treatment, since the total dis-
tributions payable are not paid or in-
cludible in the distributees’ gross in-
come within one taxable year. For ex-
ample, if the total distributions pay-
able are made available to each of two
distributees and one elects to receive
his share in cash while the other makes
a timely election under section 72(h) to
receive his share in installment pay-
ments from the trust, the capital gains
treatment does not apply to either dis-
tributee.

(v) For regulations as to certain plan
terminations, see §1.402(e)-1.

(vi) The term ‘‘total distributions
payable” does mnot include United
States Retirement Plan Bonds held by
a trust to the credit of an employee.
Thus, a distribution by a qualified
trust may constitute a total distribu-
tions payable with respect to an em-
ployee even though the trust retains
retirement plan bonds registered in the

26 CFR Ch. | (4-1-03 Edition)

name of such employee. Similarly, the
proceeds of a retirement plan bond re-
ceived as a part of the total amount to
the credit of an employee will not be
entitled to capital gains treatment.
See section 405(e) and paragraph (a)(4)
of §1.405-3.

(vii) For purposes of determining
whether the total distributions payable
to an employee have been distributed
within one taxable year, the term
“total distributions payable’ includes
amounts held by a trust to the credit
of an employee which are attributable
to contributions on behalf of the em-
ployee while he was a self-employed in-
dividual in the business with respect to
which the plan was established. Thus, a
distribution by a qualified trust is not
a total distributions payable with re-
spect to an employee if the trust re-
tains amounts which are so attrib-
utable.

(viii) The term ‘‘total distributions
payable’’ does not include any amount
which has been placed in a separate ac-
count for the funding of medical bene-
fits described in section 401(h) as de-
fined in paragraph (a) of §1.401-14.
Thus, a distribution by a qualified
trust may constitute a total distribu-
tions payable with respect to an em-
ployee even though the trust retains
amounts attributable to the funding of
medical benefits described in section
401(h).

(7) The capital gains treatment pro-
vided by section 402(a)(2) and subpara-
graph (6) of this paragraph is not appli-
cable to distributions paid to a dis-
tributee to the extent such distribu-
tions are attributable to contributions
made on behalf of an employee while
he was a self-employed individual in
the business with respect to which the
plan was established. For the taxation
of such amounts, see §1.72-18. For the
rules for determining the amount at-
tributable to contributions on behalf of
an employee while he was self-em-
ployed, see paragraphs (b)(4) and (c)(2)
of such section.

(8) For purposes of this section, the
term ‘‘employee” includes a self-em-
ployed individual who is treated as an
employee under section 401(c)(1), and
paragraph (b) of §1.401-10, and the term
“employer’” means the person treated
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as the employer of such individual
under section 401(c)(4).

(b) Distributions including securities of
the employer corporation—(1) In general.
(i) If a trust described in section 401(a)
which is exempt under section 501(a)
makes a distribution to a distributee,
and such distribution includes securi-
ties of the employer corporation, the
amount of any net unrealized apprecia-
tion in such securities shall be ex-
cluded from the distributee’s income in
the year of such distribution to the fol-
lowing extent:

(A) If the distribution constitutes a
total distribution to which the regula-
tions of paragraph (a)(6) of this section
are applicable, the amount to be ex-
cluded is the entire net unrealized ap-
preciation attributable to that part of
the total distribution which consists of
securities of the employer corporation;
and

(B) If the distribution is other than a
total distribution to which paragraph
(a)(6) of this section is applicable, the
amount to be excluded is that portion
of the net unrealized appreciation in
the securities of the employer corpora-
tion which is attributable to the
amount considered to be contributed
by the employee to the purchase of
such securities.

The amount of net unrealized apprecia-
tion which is excludable under the reg-
ulations of (A) and (B) of this subdivi-
sion shall not be included in the basis
of the securities in the hands of the
distributee at the time of distribution
for purposes of determining gain or loss
on their subsequent disposition. In the
case of a total distribution the amount
of net unrealized appreciation which is
not included in the basis of the securi-
ties in the hands of the distributee at
the time of distribution shall be con-
sidered as a gain from the sale or ex-
change of a capital asset held for more
than six months to the extent that
such appreciation is realized in a subse-
quent taxable transaction. However, if
the net gain realized by the distributee
in a subsequent taxable transaction ex-
ceeds the amount of the net unrealized
appreciation at the time of distribu-
tion, such excess shall constitute a
long-term or short-term capital gain
depending upon the holding period of
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the securities in the hands of the dis-
tributee.

(ii) For purposes of section 402(a) and
of this section, the term ‘‘securities”
means only shares of stock and bonds
or debentures issued by a corporation
with interest coupons or in registered
form, and the term ‘‘securities of the
employer corporation’ includes securi-
ties of a parent or subsidiary corpora-
tion (as defined in subsections (e) and
(f) of section 425) of the employer cor-
poration.

(2) Determination of net unrealized ap-
preciation. (i) The amount of net unre-
alized appreciation in securities of the
employer corporation which are dis-
tributed by the trust is the excess of
the market value of such securities at
the time of distribution over the cost
or other basis of such securities to the
trust. Thus, if a distribution consists in
part of securities which have appre-
ciated in value and in part of securities
which have depreciated in value, the
net unrealized appreciation shall be
considered to consist of the net in-
crease in value of all of the securities
included in the distribution. For this
purpose, two or more distributions
made by a trust to a distributee in a
single taxable year of the distributee
shall be treated as a single distribu-
tion.

(ii) For the purpose of determining
the net unrealized appreciation on a
distributed security of the employer
corporation, the cost or other basis of
such security to the trust shall be com-
puted in accordance with whichever of
the following rules is applicable:

(A) If a security was earmarked for
the account of a particular employee at
the time it was purchased by or con-
tributed to the trust so that the cost or
other basis of such security to the
trust is reflected in the account of such
employee, such cost or other basis
shall be used.

(B) If as of the close of each taxable
year of the trust (or other specified pe-
riod of time not in excess of 12 consecu-
tive calendar months) the trust allo-
cates among the accounts of partici-
pating employees all securities ac-
quired by the trust during the period
(exclusive of securities unallocated
under a plan providing for allocation in
whole shares only), the cost or other
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